BSA 60-DAY REPONSE

Recommendation 1

To ensure it can adequately respond to funding levels that may vary from its business plan, the
Authority should develop and publish alternative funding scenarios that reflect the possibility of
reduced or delayed funding from the planned sources. These scenarios should detail the
implications of variations in the level or timing of funding on the program and its schedule.

Response

Over the last two years, high-speed rail in California and the U.S. has received significant
funding commitments including $9 billion resulting from the Proposition 1A bond measure
passed by California voters in 2008 and the federal government's 2009 $8 billion American
Recovery and Reinvestment Act (ARRA) high-speed and intercity passenger rail program, of
which California received a commitment of $2.25 billion.

Additional project funding potentially includes $2.5 billion in 2010 additional federal stimulus
appropriations for high-speed rail and $2.5 billion in 2011 based on Congress’ 2010 budget,
which may continue to 2011 under a “continuing resolution” of which California would expect to
receive a portion. Potential funding also includes a proposed $1 billion each year for the next
four years as part of the President's remaining five-year budget and up to $50 billion for a long-
term high-speed rail program in the proposed reauthorization of the surface transportation
program, a portion of which California would also expect to receive.

As stated in the Authority’s April 19™ response to the Bureau of State Audits, we agree that it is
important to be aware of and plan for funding scenarios that differ from the funding plan
presented in our December 2009 Business Plan. Currently we are working with the Authority’s
financial analysis consultant on the development of a number of funding scenarios, including
best and worst case as well as staging and phasing of the system based on varying funding levels
from all potential funding sources.

The development of these funding scenarios will require thoughtful consideration and planning.
The Authority will report back to BSA on the progress we have made in the development of
these scenarios and, if appropriate, will provide some preliminary results in the six-month audit
response with a complete set of funding scenarios no later than the one year audit response.

Recommendation 2
In order to adequately plan for private investment, the Authority should further specify the
potential costs of planned revenue guarantees and who should pay for them.

Response

Proposition 1A explicitly prohibits the use of bond proceeds for operating subsidies and further
mandates that the funding plan required prior to the Authority's initial request for appropriation
for a corridor or useable segment must indicate that the planned passenger service will not
require a local, state or federal operating subsidy. Additionally, Proposition 1A requires an
independent third-party report prior to commitment of bond proceeds for construction, real

Page 1 of 7



property, and equipment expenditures for a corridor or useable segment. This third-party report
must indicate that the planned passenger train service will not require an operating subsidy.

Currently staff is working with the Authority’s financial consultant as well as its bond counsel to
provide a discussion of what constitutes a “revenue guarantee” versus an operating subsidy
versus a capital cost reimbursement and will provide a clear explanation of the difference as
those terms apply to the high-speed train project. It will also identify how much any such
guarantees would cost and which government entities might be responsible for those guarantees.
This information will be included in the Authority’s six month audit response to BSA.

Recommendation 3

In order to respond effectively to circumstances that could significantly delay or halt the
program, the Authority should assure that it implements planned actions related to managing
risk.

Response

As was noted in our initial response, the Authority hired a risk insurance manager in February
2010 to provide technical and managerial advice and consultation across the spectrum of risk
management, project insurance and related industry issues as they pertain to risks inherent in the
California High-Speed Rail Program.*

Further, the Program Manager has revised its risk register and development protocol’. The
revised risk management protocol provides guidance to regional teams for preparation of lists of
uncertain future events that have the potential to impact project objectives. These potential risk
lists, or risk registers, contain all individually identified risks to a regional team’s schedule and
budget to develop a picture of the challenges facing the project.

In addition, the Organizational Assessment Report prepared by the Authority’s organization
consultant identified a key position of Project Controls and Risk Management. Staff will
identify the specific duties, knowledge, skills and abilities required of a project controls and risk
management position and will seek authorization for the position of Manager, Project Control
and Risk Management in the Authority’s 2011-12 budget. Upon approval of the position, staff
will develop a timeline for filling the position.

Finally, the Authority is in the process of establishing an internal audit office that will report to
the Chief Executive Officer and the Audit Committee of the Board. Staff recently developed a
draft charter® for the internal audit office and is currently developing duty statements to identify
the duties, knowledge, skills and abilities of the audit staff. The Authority has proposed funding
in the 2010-11 state budget for these positions with the intention of filling these positions by
August 2010, pending final budget approval. The addition of the internal audit office will
significantly aid the Authority in identifying risks to its contracting processes as well as the
internal control environment.

! The insurance risk manager’s task schedule
% The Risk Register and Development Protocol document
* The draft charter for the internal audit office
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Recommendation 4

To avoid possible legal challenges, the Authority should ensure that the peer review group
adheres to the Meeting Act or seek a formal opinion from the Office of the Attorney General
regarding whether the review group is subject to this act.

Response

The Authority has received an informal advice memorandum from its legal counsel, a deputy
attorney general, stating that the Peer Review Group is not subject to the Open Meeting Act. A
copy of the memorandum was furnished to the auditors and is also attached to this response.*
The following needs clarification, since the Peer Review Group is described in the law as being
“independent,” and is composed of members appointed by other officials and not by the
Authority, and reports to the Legislature, it is not clear that the Authority has the power to
determine how the Peer Review Group should function, especially since to do so might be
viewed as an interference in the process contemplated by the Legislature. As for a formal
opinion of the Attorney General, obtaining such an opinion is both costly and time-consuming.
The Authority requested an opinion on another aspect of AB 3034 in September 2007 and
received a response on February 2009. Consequently, we recommend that the Legislature clarify
the law or, at least as an initial step, request further legal guidance from the Legislative Counsel.
We have also written to the author of Assembly Bill 3034, Ms. Galgianni, in an effort to seek
clarification of the issue. A copy of our letter to her is also attached.” Staff will continue to
work with the Authority’s legislative contacts to obtain clarification of the purposes and
operational procedures the Legislature intended with regard to the Peer Review Group.

Recommendation 5

To ensure that it does not run out of funds for administrative and preconstruction activities
prematurely, the Authority should track expenditures for these activities and develop a long-term
spending plan for them. It should also develop procedures and systems to ensure it complies
with Recovery Act requirements.

Response

The Authority’s computer system has been enhanced to include a system for tracking
administrative and program expenditures and mechanisms for tracking compliance with
Recovery Act requirements.® The enhancement was brought online on May 28" and contains
current contract and invoice information. Full implementation of the system will be realized
when historical invoice information is entered into the system on or before the six month BSA
response.

The system segregates the administrative and preconstruction expenditures and, when fully
implemented, will provide updates of expenditures versus forecasts. To allocate administrative
costs associated with Authority operations such as salaries and benefits, rent, general expenses,
etc., the system will include the Department of Finance uniform cost code scheme, and
expenditures will be entered into the system under the appropriate cost codes. To allocate

* Informal advice memorandum

> Copy of letter to Ms. Galgianni

® The statement of work for the tracking system to be implemented by the Authority’s information technology
contractor
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preconstruction expenditures, the system will use Work Breakdown Structure (WBS) and project
cost codes based on tasks specified in the program management contract. The system will enable
Authority staff to develop long-term spending plans and track expenditures to forecasts.
Administrative forecasts will be developed and input into the system by Authority staff. The
program forecasts will be developed by the Program Manager in consultation with the Authority
Executive staff and will be input into the system for tracking. The system will alert staff when
specific expenditure categories are projected to exceed forecast expenditure levels.

The program management contractor now develops spending plans and cost projections for each
year of pre-construction activities based on tasks included in the contract. The program
management staff submits to their management weekly timesheets which are the basis for
tracking expenditures specified in the contract tasks. Overall expenditures are measured against
expenditure forecasts to identify areas where they may exceed forecasts and to measure progress
toward goals. When the Authority’s system is fully implemented, regional contactors and
regional managers will provide all contract related information, including expenditures related to
invoices and contract tasks and verification of regional manager invoice approval, for entry into
the system.

Recommendation 6

The Authority should participate in the development of key policy documents, such as the
authority’s business and strategic plans. Further, Authority members should adhere to their
policies and procedures, including those outlining how they may communicate with contractors.

Response

The Business Plan and the Strategic Plan, are the Authority’s key policy documents and will be
presented to the board at the July 2010 meeting for adoption and incorporation into the Board’s
formal policies and procedures.

The Business Plan comprises the project's details and scope, including projected engineering and
construction timelines, funding plan and strategies, and all aspects of a planned organizational
approach to implementing the project. The Strategic Plan is a 5-year planning document that
outlines the overarching mission, vision and values of the organization, as well as the chief long-
term organizational and policy goals along with strategies and tools to meet those goals.
Together, the Business Plan and Strategic Plan represent what the Board considers to be “key
policy” documents.

The Authority members will be reminded of all of the adopted policies governing the board and,
in particular, the policy that relates to communications with contractors.

Recommendation 7

In order to ensure that staff receives relevant information on the status of the program, the
Authority should amend the project oversight consultant’s work plan to include a critical review
of the progress reports for accuracy and consistency. Authority staff should also request that the
Program Manager revise its progress reports to include information on the status of contract
products and services.
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Response

The project management oversight consultant, hired in January 2010, has included in its work
plan, provisions requiring the critical review of the program management contractor’s progress
reports, including requirements that the reports contain a discussion of overall program status,
key issues, significant accomplishments, progress and cost, and any work performed outside the
scope of the approved work program. These provisions will ensure accuracy and consistency in
the Program Manager’s progress reports.” The program manager has already revised its progress
report format and process to ensure that the reports accurately reflect the status of project
products and services.®

Recommendation 8

To determine if it is paying invoices that accurately reflect work performed, the Authority should
ensure that staff adheres to controls for processing invoices. For example, staff should not pay
invoices from regional contractors until they receive notification from the Program Manager
that the work billed has been performed, or until they have conducted an independent
verification.

Response

The Authority appreciates BSA’s identification of the lack of full compliance with the
Authority’s controls for processing invoices. The Authority currently has implemented the
following controls to ensure that all invoices receive all of the approvals required before
submittal to the State Controller’s Office (SCO) for payment:

e The Program Manager has developed a system for review, verification and approval of all
regional contractor monthly progress reports and invoices®. This review consists of the
Program Manager’s regional manager review of the progress reports and invoice against
actual work performed and a report of concurrence or dispute via a web based project
repository.

e The Program Manager’s regional managers submit, via email, to the appropriate
Authority staff, their approval or non-approval of the regional contractor’s invoices.

e The Authority staff has developed and implemented a formal written notification of the
approval of invoices'® which requires sign off by all parties prior to payment. This
notification will be included with every invoice submitted to SCO for payment.

When the Authority’s expenditure tracking system is fully implemented, regional contractors
will post invoices and supporting documentation to the system and regional managers will also
verify that invoice amounts correspond to work performed via the system for review and
approval by Authority staff.

’ The Authority’s direction to the project oversight consultant

® The revisions the Program Manager has made to the monthly progress reports include an environmental milestone
schedule with the percent of completion toward the NOD/ROD; a key issues summary; and Program Manager and
Regional Consultant highlights by project section. Revisions underway but not yet compete include improvements
to regional consultant section summary schedules and improvements to the Program Manager’s monthly schedule.
° A description of the system and a system flowchart

1% Copy of the written approval notification form
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Recommendation 9

To ensure that it does not misuse public funds and can hold contractors accountable, the
Authority should adhere to conditions of its contracts and work plans, and make any
amendments and modifications in writing.

Response

The Authority appreciates BSA identifying the lack of formalizing changes in the scope of work
in some Authority contracts. While these undocumented changes were critical to the project, we
recognize that they were not included in contract language and that the problem must be
corrected. In the future Authority staff will ensure that all changes to tasks not included in
contracts’ scope of work are memorialized through formal amendments to the agreements.

To rectify the issues identified in BSA’s audit, Authority staff has prepared a contract
amendment for execution by July 2010 with AECOM (formerly DMJM) adding the Vision
California task to their scope of work. Additionally, Authority staff is in the process of preparing
a contract amendment for the Parsons Brinckerhoff agreement formalizing the verbal
commitment regarding the office space issue and the related reduction in overhead rates for the
provided space. Please note, that although there were no formal terms in the original agreement,
Parsons Brinckerhoff has been using a substantially reduced overhead rate for those employees
being housed in the Authority’s office since the inception of the contract. This reduced rate
(field rate) will be formally defined and addressed through a contract amendment, which will be
fully executed in July 2010.

Recommendation 10

To determine if payment controls are implemented, the authority should ensure its written
policies and procedures reflect intended controls over invoice processing and offer sufficient
detail to guide staff. These procedures should include steps for documenting implementation of
invoice controls.

Response

Authority staff is in the process of amending its contract administration manual to include
appropriate controls over invoice processing. The controls will include a description of the
invoice payment process, the parties responsible for reviews and verifications, and the
procedures for resolving invoice discrepancies. The contract administration manual will provide
specific details on the process the Authority expects the program manager to use in its review
and approval of invoiced amounts and will require staff to ensure that the process is used by the
program manager.

The contract administration manual will also provide policies developed to deal with funds
provided under the American Recovery and Reinvestment Act. As previously noted, the
Authority’s expenditure tracking system will generate information required by the act, such as
funds received and expended, estimated jobs created and information about infrastructure
investments. The policies will cover controls over processing funds received and expended,
including reviews and approvals for those actions, as well as other data required by the act.
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The update of the contract administration manual will be completed on or before the six month
audit response.
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